INTRODUCTION

Background
The economic crisis in 1998 has caused great budget cost for the Indonesian government. The main part of this huge fiscal expense is for the banking restructuring program that cost Rp 648 trillion, does not include the interest that must be paid.
Furthermore huge depreciation of the Rupiah also contributes to the expansion of energy subsidy (fuel and electricity's subsidies). Thus, efforts to increase the revenue and increase the efficiency of expenditure have become an important issue for the government to guarantee fiscal sustainability in the future.
The need for expansion as mentioned above requires funding. However, the traditional sources of funding, the income from oil and gas, become less reliable since Indonesia is becoming a net oil importer country. In addition, the revenue from foreign loans shows a decreasing trend in the near future. Thus, it is obvious that the domestic revenue have to be increased, and one of the important sources is the tax revenue.
The results of the Indonesia-Japan Economic Cooperation Working team as indicated in report dated October 2004, shows that there are several indicators of the opportunity to increase national tax revenue without having to increase the current rates, which are:
Low tax ratio compare to other countries. In year 2003 the ratio of tax revenue to GDP was 11.9%, compare to India (11.49%), Pakistan (13.76%), Srilanka (19.8%), Malaysia (18.5%), and Thailand (16.5%).
Realization of tax revenue is still below potential. For example the corporate tax revenue that is paid by State Owned Enterprises is still larger than the private sector. While, compare to the role of state owned enterprises in terms of GDP, it is far below the private sector contribution.
The elasticity of tax collection for all types of tax is still greater than one, indicates that the actual potential tax has not been achieved.
There is a tendency that the tax revenue concentrates on few tax payers only.
For example in year 2002, 1% of registered individual tax payers contributed to 50% of personal income tax, while 2% of registered tax payers contributed to more than 80% of corporate income tax revenues. These figures reveal a significant potential for tax revenue expansion through the tax base rather than the increasing of the tax rate.
Research Aims
This research aims to analyze the existing income tax potential, review the current tax system in Indonesia, observes the source of problem, in order to recommend some alternative suggestion in order to increase the income tax revenue level in the future. However, the scope of income tax potential in this research only covers the Personal income tax (PIT).
1.3 A Brief Overview of Indonesia Tax System 1.3.1 Tax Subject Indonesia income tax law adopts residence principle with regard to domestic tax subjects. Both individual and corporation are subject to tax on all income received or earned both from a source in Indonesia and abroad (worldwide income concept). While with regard to foreign tax subjects (non residents), both individual and corporation are subject only to tax on income from sources in Indonesia (source of income concept). Thus, the income tax law does not give different tax treatment based on nationality or citizenship status. A resident taxpayer is defined as an individual present in Indonesia for more than 183 days during a tax year or having the intention to reside in Indonesia.
Income Tax Object
A tax object shall be income, meaning any increase in economic capability received or accrued by taxpayer, originating from within or without Indonesia, which can be used for consumption or to increase the wealth of the taxpayer concerned Y E A R 1 9 8 5 1 9 8 7 1 9 8 9 1 9 9 1 1 9 9 3 1 9 9 5 1 9 9 7 1 9 9 9 2 0 0 1 2 0 0 3
PIT/REV VAT/REV
While the table below describes the Indonesia VAT Productivity compare to some neighbor countries. indicates that the collection of value added tax in Indonesia is relatively effective.
Methodology
This research uses macro data. The potential income tax is calculated using the household survey data and the estimation based on the Pareto distribution.
The Pareto distribution, named after the Italian economics Vilfredo Pareto, is a power law probability distribution found in a large number of real-world situations.
This distribution is also known, mostly outside economics, as the Bradford distribution.
This distribution is originally used to describe the allocation of wealth among individuals since it seemed to show rather well the way that a larger portion of the wealth of any society is owned by a smaller percentage of the people in that society. It can be seen from the graph below that the probability or the fraction of the population p(x) that owns a small amount of wealth per person (x) is rather high, and then decreases steadily as wealth increases.
Graph 2.1
Pareto Distribution Function
Probability density function Pareto probability density functions for various k with x m = 1. The horizontal axis is the x parameter. Note that as k->∞ the distribution approaches δ(x − x m ).
Cumulative distribution function
Pareto cumulative density functions for various k with x m = 1. The horizontal axis is the x parameter.
Under this distribution, if x is the income, and N(x) is the number of individual / household whose income greater than x, the number of household whose income greater than x0 can be written as:
The accumulative distribution function and density function are defined as:
There are three scenarios considered for the year 1996 and 2002 data, which are: 1) First, calculate the potential tax revenue of the total family income 2) Second, input from farming activity is removed from family income, due to the regulation that agriculture income is not an object of taxation 3) Third, in addition to input from farming, the transfer incomes are also removed from family income (such as bequest, transfer from children to parents, etc), since this income also not an object of Personal income tax.
Two methods of calculation are also conducted.
1)
Method 1: simply calculating the potential tax revenue by multiplying the mean of income for each class with the tax rate applied. Only the highest income class potential revenue is calculated using the Pareto distribution.
2)
Method 2: calculating all the mean of income for every class, then multiply the result with the tax rate applied.
The first method is applied only for the year 2002. For year 1996 the first method is considered unsuitable since from the data plot the distribution is very left-skewed.
While for the year 2000 calculation, since the national census data do not provide detail about the mean of income for each class, only method 2 is available to apply.
The calculation result from the above equation will be compared with the data of collected tax at the same year. Thus, the compliance rate for each group will be known and analyzed.
The Equations
All the calculation is based on the assumption that household structure is with a housewife and two children. Since there is an increasing in deducted allowances in year Thus for each scenario, given the amount of deduction and five layers of tax rate, equations below will be applied:
1) For method 1 the tax revenue of the last class is equal to:
Potential tax revenue = Tax 5% + Tax 10% +Tax 15% + Tax 25% + Tax 35%
Since the last class yearly income is more than Rp 36 million then the partial integration is conducted start from the 10% bracket. Define D as the deductible allowance, N as the number of household in the last class, For each scenario, given the amount of deduction and five layers of tax rate, equations below will be applied: This research was conducted for describing the revenue impact on wage withholding as a result of personal allowances/deduction change in the personal income tax. The main step in the estimation is the computation of the number of potential taxpayers and the distribution of wage income (the potential tax base) across these taxpayers. Thus, the result of this estimation is taken for comparison.
Since there were no statistical data on the distribution of income or the number of potential taxpayers, this research use the 1996 expenditure survey provided by BPS to estimate the distribution of wage income. The basic data taken from the survey are : Next, the lognormal distribution is used for estimating the potential tax revenue.
A continuous lognormal distribution was estimated by non-linear least squares, and the fitted continuous distribution of expenditure was used as a base to compute a distribution of wage income in 1997/1998. At the end, the nominal amounts in Rupiah defining the brackets were multiplied by the tax rate and the number of taxpayers.
The idea of lognormal distribution is similar with the Pareto distribution. The log-normal distribution is often used in simulations of variables such as personal incomes, age at first marriage, or tolerance to poison in animals. In general, if x is a sample from a normal distribution, then y = e x is a sample from a log-normal distribution. Thus, the log-normal distribution is defined as:
where μ is the mean σ is the standard deviation There are three scenarios considered, which are:
1. Calculating the total household income and tax based on all types of income 2. The input from farming enterprise is removed from family income 3. Only public officers' income (salary and pension) is included in family income, since this type of income is the easiest to determine.
Below is the conclusion from the calculation: Indonesia tax ratio is lower than the average ratio for the neighboring sample countries.
Indonesia tax ratio is only slightly over the Philippines and Cambodia's tax ratio.
Furthermore, the ratio is lower than Vietnam tax ratio, which share of the agriculture sector in GDP is higher than Indonesian share. By looking at the economic characteristics and the tax ratio value below, it can be stated that a country dominated by the industrial and service sectors but with a low tax ratio may indicates that the taxation level in the country is relatively low, or its taxation administration system is still not effective. Method 1 : using the average income data for each class and calculating the potential tax revenue from this average income. While for the last class, potential tax revenue is estimated using Pareto distribution This method is considered since the last class mean is suspected biased. Under this method not the average income is estimated, but the potential revenue for this class is directly calculated using the Pareto distribution.
Method 2: calculating the mean of income for each class using Pareto distribution, then calculating the tax revenue by multiplying the mean by the tax rate. There are a slightly increasing trend in the compliance rate in the year 2000.
This result mainly caused by the economic recovery after a severe crisis that happened in year 1998. Furthermore, since the data used is the national census data, the calculation can not remove the agriculture income part for the total household income.
For year 1996, there is a significant difference in the compliance rate between scenario 2 and 3. This result indicates that there is still space to expand tax revenue by widing the definiton of object of income tax, which cover also other income.
For comparison use, the calculation results above are being compared to previous research related and publication by Minister of Finance Indonesia. Table below summarize the comparison. From the result above, it can be strongly stated that Indonesia tax compliance rate is low. The tax revenue only covers 11%-20% of the potential value. There is still wide space for increasing the revenue.
In general an effort to increase the tax revenue can be done by increasing the tax rate, widening the tax base or increasing the compliance rate. In relation with the calculation result above, it is also can be stated the there is possibility to increase the tax revenue without increasing the rate. A low compliance rate indicates that by improving the tax administration or by giving tax education, the compliance rate could be improved.
According to the directorate general of tax, in year 2001, there are only 7,300,027 taxpayers. This number is equal to 26.1% of total household number of 31.2% of total non-free tax household number. Thus, an effort to broadening the tax base is considered urgent and effective for increasing the tax revenue.
Conclusions and several recommendations related to this result will be discussed in detail in the next two chapters.
SEVERAL ISSUES ABOUT THE TAX ADMINISTRATION
4.1 Complicated tax system.
It is a fact that Indonesia current tax system is complicated and there are many exemptions in several sectors, especially in the area of value added tax. Tax simplification is perhaps the most important method of limiting opportunity for corruption and can also increase economic efficiency. Tax reform in several countries under IMF advice, generally focus on lowering tax rates, broadening the tax base, and eliminating special exemptions. These acts will tend to make tax obligations transparent and reduce the compliance cost of honest taxpayers. Presumptive taxation of small businesses which may not keep extensive books and record can also reduce the discretionary power of tax inspectors and make calculations simpler and clearer.
Efficiency of tax office
As explained in the previous part, Indonesia's tax compliance rate is considered low (less than 20%),while using the year 1984-2004 data, Indonesia tax elasticity is considered elastic ( 1.43 for Personal Income Tax and 1.15 for VAT). Since Indonesia is a developing country, it means that in the future there is significant additional potential tax revenue when the economy grows. Thus, the next issue is how to improve the performance of the tax revenue collection. Below is the tax collection cost development since 1995-2001. It shows that the cost used for collecting the tax is considered low (0.38% of the total tax revenue, with tax ratio 11.9%), compare to Japan (1.15%,with tax ratio 22%) or Singapore (1.65%,with tax ratio 15.4%). Regardless from the issue whether this collection cost is efficient or not, it can be stated that by spending more for collecting the cost, there is a possibility to increase the tax revenue. returns and registered taxpayer are also low. And taxpayers who fail to submit the tax return by the dateline will be fined only Rp 100,000 (US$ 11). 
Corruption
Perhaps this is the most important issues in the administration area. Due to the complicated tax filling requirement under the current system, there is an excessive contact between taxpayers and tax officials, thus a chance of corruption increases. An important instrument to limit this contact could be a relying on withholding taxes and increasing the use of third-party data for tax assessment. Unfortunately, under the current system, the tax office has no access to the bank records, though tax evasion is happened and well-proof. Another important act is perhaps the internal and external checks. Internal audit divisions and anticorruption are considered as the most important bodies in the revenue administrations. In addition, important institution outside the revenue administration that should be considered include an independent and effective judiciary, external review by government agencies, and taxpayer associations that could strengthen citizen's voice.
There are several points that can be concluded from this research:
It can be strongly stated that the compliance rate of Personal income tax revenue in Indonesia is low. It vary between 8%-18% in year 2002, depends on the scenario taken.
In year 1996 there is a significance difference between the compliance rate under scenario 1(total income), which is equal to 12.364%, and scenario 3 (total income minus agriculture income and other income), 28.442%. This difference is belief due to a huge number of other incomes, which were not an object of income tax in year 1996.
While in year 2002, the difference between scenario 1 and scenario 3 is around 8%, compare to 16% in year 1996. This result can be presumed as an impact of money outflow after the monetary crisis in 1998. Since one of other income is the saving deposit, which is belief belong to Indonesian-Chinese in majority, there is a significance decrease in this number of income after year 1998. As a result, the compliance rate under scenario 1 and 3 does not differ much.
Comparing the compliance rate under scenario 1 (total income), which is equal to 10.692% and scenario 2 (total income minus agriculture income), which is equal to 14,893%, in year 2002; there is a potential revenue from the agriculture sector that should be considered in the future. Taxing the agriculture income politically is not a popular policy, especially in agriculture country like Indonesia, where more than 50% of population is working in this sector. However, by taxing even a small number of agriculture incomes, it is expected that an improvement of income in the future or the possibility of transferring job to other sector, will increase the tax revenue. In other word, this action is considered in order to broaden the tax base and compliance rate in the future. Once a person is registered as a taxpayer, it is become difficult to evade.
From the calculation result in year 2002, by taxing the agriculture income, there will be additional revenue around Rp 60 -65 trillion. This is equal to three times of the actual tax revenue in this year. Thus, it can be stated that there is a considerable potential tax in the agriculture sector.
An effort to increase tax revenue by broadening the tax base is also supported by the fact from publication of the directorate general of tax in year 2001 about the number of taxpayer. There are only 7,300,027 taxpayers from 27,960,516 total number of household in salary-man/employee category. This number is equal to only 26.1% of total household number of 31.2% of total non-free tax household number. Thus, an effort to broadening the tax base is considered urgent and effective for increasing the tax revenue.
There is a need for improvement of tax administration, consist of the tax system, tax authorities, and taxpayers. Two current two main problems in Indonesia tax administration:
A large compliance gap as a result of weak awareness to pay taxes Leakage in tax imposition and collection due to improper or inadequate executive actions of the tax authorities.
There is a need for introducing the taxpayers' id number. There is regulation that every citizen should have a resident registration number in Indonesia. Thus, the next issue to consider is how to use this resident registration number as a tool for registering unrecorded potential taxpayers in the future. 
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